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IN WAR 


HE lines were originally drawn in the current phase 

of the tax controversy in the budget message for the 

fiscal year 1944, where the President proposed that 
additional tax revenues of $16 billion be provided in that 
year. In October, the Treasury presented a tax program 
which, according to estimates, would produce $10,560 
million in a full year of operation. There was no hint, how- 
ever, as to what this program, if enacted, would add to the 
receipts by June 30, 1944, This omission has been char- 
acteristic of the Treasury calculations, the excuse for which 
would no doubt be uncertainty as to the date of enactment. 
Another excuse is provided by the extreme reliance on the 
income tax, which is still subject to the annual lag in the 
case of corporation payments, and in the case of individuals 
to the extent that year-end adjustments are to be made. 


It would be a relatively simple matter to provide yield 
estimates from an assumed effective date to the next June 
30. The concentration of the discussion and of the estimates 
on the “full year” results is always misleading. This time, 
for example, the Treasury scheme was interpreted by many 
to mean that the people would be required to pay $10.5 
billion more in taxes during the remainder of ‘the current 
fiscal year, of which more than $6 billion would be income 
tax. Such a view is wrong of course, but with an annual 
change in the tax law, no measure ever survives in its 
entirety long enough to demonstrate what it would produce 
in a full year. The most practical and impressive form of 
presentation would be to show what the contribution of a 
given tax plan would be, if enacted as of a given date, to 
the revenues of the current fiscal year. Incidentally, this 
might expedite Congressional action, 


The Ways and Means Committee prepared, and the 
House has passed, under the usual undemocratic but effec- 
tive “gag rule,” a tax bill which is estimated to increase 
the revenues by $2,139.3 million. This estimate is likewise 
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for a full year of operation, and ssailitiiie Report 


contains no suggestions as to the proportion of the increase 
which would be realized:by June 30, 1944. In one respect, . 
therefore, the entire debatesés up in the air. There has been 
no attempt to make a comparison of the actual difference 
between the Treasury program and the House Bill so far 
as concerns their respective contributions to the revenues 
in the second half of the fiscal year 1944, 


It is submitted that this is the most important practical 
aspect of the subject, for there is certain to be a tax bill 
next year and the principal contribution which any bill 
enacted can now make will be what it can do now, and 
not in some future hypothetical full year of operation. 


The sharp difference of opinion between the Treasury 
and the Committee, involved the two most important issues 
in the war finance problem. These are: (1) Is there a need 
for more revenue? (2) If so, what is the best way to get it? 


A third issue may exist, in the minds of some, and, while 
it was hinted at, there was no clear formulation of it, This 
is the question whether if more revenue is needed, can it 
be obtained by old or new taxes? The answer to this ques- 
tion is so obviously in the affirmative as to warrant its 
dismissal from consideration. With income payments run- 
ning at the present fantastic levels, it would be absurd to 
argue that a further increase of taxes would impair either 
morale or production. 


For iight on the first main issue, the need for more 
revenue, we must turn to the budgetary situation and out- 
look. The Director of the Budget has just published a 
summary review of the estimates for the fiscal year ending 
June 30, 1944. These estimates do make a better picture 
than was afforded either by the January budget or the 
August revision. The comparison in Table I indicates the 
degree of improvement now anticipated. 
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TABLE I 


COMPARISON OF BUDGET ESTIMATES FOR THE 
FISCAL YEAR 1944 


Billions of Dollars 


| Janzary | August 1,|November 27, 


Classification 1943 | 1943 | 1943 
Net Receipts ..__........ sacanooaia 33.1 38.1 | 41 
Expenditures, Gen. & Special Accts...| 104.1 | 104.0 98 
Deficit spsaihsasdaainiaiialestaesadiaiaibaasisihicisinti 71.0 | 65.9 a7 
Public Debt as of June 30, 1944 ——| 209.7 206.0 | 194 





There is in this showing good cause for satisfaction but 
none whatever for complacency. The Ways and Means 
Committee Report, after briefly summarizing the above re- 
sults, offers the following astonishing non sequitur:1 


Therefore, from the revenue standpoint, the 
need for additional revenues has apparently 
been exaggerated; and lower governmental ex- 
penditures than estimated would reduce income 
payments, the net inflationary gap, and pressure 
on prices, 

The weak spot in the Committee’s position is that it over- 
looks the fact that there will be a deficit for the year which 
is now estimated at $57 billion. While this is below the 
earlier guess, it is still an enormous sum. It is appropriate 
to rejoice that the public debt may be only $194 billion 
instead of $210 billion, but the principal emotion should 
be concern over a debt as large as $194 billion. 


The means of financing that deficit, and the resulting 
composition and distribution of the debt must add to the 
concern over its size. Table II presents data on these points. 


Apart from the sheer size of the debt, the gravity of 
which will be fully apparent only after the termination of 
the war boom, the most significant revelation in this table 
is the large proportion of the total marketable debt that 
is held by the banks. In this period from December 1940 
to August 1943, the total marketable issues increased by 
$62,858 million. Of this increase, $45,144 million were 


absorbed by the commercial banks and the Federal Reserve 
Banks. In each of the three bond campaigns the banks par- 
ticipated indirectly by acquiring earlier marketable issues 
from those eligible to subscribe to the new loans, 


For example, banks were not permitted to make sub- 
scriptions during the Third War Loan drive which ex- 
tended over the period September 9 to October 2. But the 
total holdings of federal paper by all weekly reporting 
banks rose from $34,213 million on September 8 to 
$36,210 million on September 29. Dealers and brokers 
took $900 million, but bank loans to dealers and brokers! 
by New York City banks alone for the purpose of purchas- 
ing or carrying United States securities rose from $572 
million on September 8 to $1,073 million on October 6. 


Loans to others for purchasing or carrying securities in- 
creased by $774 million over the same interval. Not all 
of this increase represented bond subscriptions during the 
drive, but there can be little doubt that some part of it did 
because of the sudden advance of the total at this particular 
time. In all, it is possible that indirect bank participation 
in the Third War Loan approached $3 billion, or approxi- 
mately the amount by which subscriptions exceeded the 
original quota. 


In the light of the deficit, the mounting debt, and the 
inevitable reliance, now and later, upon inflationary bank 
loans, there can be but one answer to the first main ques- 
tion. More revenue is needed and should be sought while 
the tide of income payments is still at the flood. In this 
respect the Treasury was right and, if anything, its sights 
were set too low rather than too high. 


The shift of the argument from taxation to economy was 
not an adequate reply. To be sure, there should be every 
economy that will not impair or impede the war effort. 
Beyond doubt there have been large unnecessary expendi- 
tures in some departments. The buying program has re- 
sulted in the accumulation of huge surplus stocks, and 
already mail order catalogues of these stocks are being 
issued offering them for sale.? 


TABLE II 
OWNERSHIP OF UNITED STATES GOVERNMENT SECURITIES, DIRECT AND FULLY GUARANTEED 


Millions of Dollars 





Privately Held 
Other Investors 


Held by U. S. 

Total ies ong Held b 
Date oo = Funds a 
Securities i NS ag BS r+ eet Banks 

Special Public 

Issues Issues 
December 31, 1940...) 50,360 5,370 2,250 2,184 
August 31, 1943..........] 146,655 11,907 3,425 ; 9,088 


Source: Federal Reserve Bulletin, November 1943, p. 1094. 


1. Report, The Ways and Means Committee on The Revenue Bill of 1943, 
~ 2 


Commercial Mutual hi eS 

Total Savings ; Market- | Ni ket- 
Beaks ee a Flee 
Issues Issues 
40,556 17,760 3,220 6,900 9,600 3,100 


122,235 56,000 5,100 12,700 18,400 | 30,000 





1. Federal Reserve Bulletin, November 1943, p. 1084. 


2. Catalogue of Available Material of the U. $. Army Air Force, 830th Army 


Air Force Specialized Depot, 3300 Jackson Avenue, Memphis, Tenn. 
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In part the waste has been caused by the haste of or- 
ganizing the war effort and by the lack of business ex- 
perience on the part of the public procurement officers. 
Waste was certainly encouraged, too, by the enormous 
appropriations, for there can be little incentive to prudence 
when one cannot see the bottom of his purse. 

But economy alone cannot wipe out the deficit and stop 
the rise in the debt. In addition to all that can be done 
in this direction, there should be more taxation. With all 
that can be achieved by both policies there will still remain, 
while the war cost continues at its present rate, a deficit 
which would be terrifying under ordinary circumstances. 
In a sober view of the future, it should not be less terri- 
fying today for it is one indication of the rate at which 
our resources ate being consumed and destroyed. 

It is perhaps fair to say that if the Treasury program 
for obtaining more revenue had been different, the Com- 
mittee response would have been different. The Treasury 
tax plans did not have general approval and support. It 
remains to be seen whether the Committee substitutes will 
fare better in that respect. The two plans may be sum- 
marily compared in Table III. 


TABLE III 
TAX INCREASE IN A FULL YEAR OF OPERATION UNDER 
THE TREASURY AND COMMITTEE PROGRAMS 






Millions of Dollars 
Kind of Tax } bag og oo? 

Corporation income and excess profits 

CIEE entices iach 1,138.1 616.0 
Individual income taxes ... 2 6,528.5 154.8 
OE i : ae aD 401.6 L_ 
EN CI tines icencssctorccccisnnitensc a 758.8 458.0 
Fe Nii scaietoienisaicsectancicons . 485.3 cadena 
Manufacturers €XCiS€ taxes -.erecsccssncennneeem 362.0 15.0 
Retailers @xcise taxes .....naccccccccnssseecssssnccsseeeeus 331.9 237.1 
Miscellameous taxes o.crescscsocsssssessssssesssssesemeee $54.2 491.6 
Net postal revesnrne occccssscsocsescsesserss-ssesn ~ oie 166.8 





—--— — 


10,560.4 2,139.3 


Towal Tercrenses nnn neeennen sen 

The principal difference in the two plare aside from 
the totals, is in the relative emphasis upor -he income tax. 
The Treasury plans would have obtained 72.6 per cent of 
the total increase by heavier taxes on corporation and indi- 
vidual incomes, while the Committee plan will collect only 
36 per cent of the total increase from this source. 


So far as concerns the remainder of the present. fiscal 
year, there is less difference between the two plans than 
the totals suggest, Increased excise tax revenues would 
begin to come in promptly. The Treasury plan included 
excise tax increases totalling $2,492.2 million, while the 
House Bill provides for such increases totalling $1,368.5 
million, including the postal rate changes. Assuming an 
effective date of January 1, the Treasury plan would in- 


crease the excise revenues to June 30, 1944 by some $560 
million more than the House Bill. 

Neither plan would produce anything of importance 
from the increased corporation tax before 1945, except as 
pre-payment might occur through the purchase of tax notes 
or certificates. 

There may be an ultimate disadvantage to an increase of 
the take from corporations, in that it would enlarge by so 
much the tax base against which carry-back could be made 
in the event of losses during the postwar reconversion 
period. The same disadvantage inheres in any scheme for 
postwar refunds whether to corporations or individuals. 
The financing of such refunds can only be accomplished 
by further additions to the debt. 

There remains the question of the effectiveness of the 
Treasury plan, were it adopted, in producing greater re- 
venues by June 30, 1944 under the individual income tax. 
Since the rate of withholding tax is not to be changed 
under either plan, no acceleration of tax collections could 
occur except as larger income tax obligations under the 
higher rates might be anticipated and discharged in the 
March and June 1944 declarations. An estimate was pre- 
sented of the distribution of the Treasury's proposed tax 
increases by income groups. This showed that $3,465 mil- 
lion of the income tax rise would fall on persons in net 
income classes up to $5,000.* But the requirement to file 
income declaration would apply to only a small proportion 
of the individuals in these net income classes. Hence the 
proportion of the total tax increase that would be paid 
currently would not be too large. The requirement that 
one half of the so-called unforgiven tax be paid in a lump 
in March 1944 will put many taxpayers in all brackets 
under strong pressure to gain a breathing spell by severe 
understatement of income and tax in the declarations filed 
in the early part of 1944. The Treasury's scale of rate in- 
creases would intensify this pressure. 


In short, the tax methods selected by the Treasury would 
not fully accomplish the purpose which was set in the 
forefront of their objectives, namely, to aid in the control 
of inflation by gathering in promptly a substantial amount 
of loose or “hot” purchasing power. 


Neither the Treasury plan nor the House Bill does much 
to promote simplification of the individual income tax. It 
has been pointed out in earlier issues of the Tax Review, 
that the goal of an adequate simplification under the Cur- 
rent Tax Payment Act should be the relief of all persons 
from making an annual return where income consists of 
wage or salary only, in amounts subject only to normal tax 
and first bracket surtax. Unless this is done, upwards of 
30,000,000 taxpayers must file a return to make year-end 
adjustment payments when their entire liability has been, 
or could have been, discharged through current collection. 


a. Hearings before the Committee on Ways and Means on the Revenue Bill 
of 1943, p. 164. 
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Integration of the Victory Tax is a move in the right 
direction, but if done in the manner proposed, a year-end 
return with some tax payment in many cases, will become 
the more essential. The total tax rates payable in the 
smallest amounts of taxable income under the House Bill 
would be 10 per cent normal tax and 13 per cent surtax, 
against which only 20 per cent is to be collected through 
withholding. Only by accident will it turn out that the tax- 
payer will have deductions sufficient to square the account. 

It is clear that the issue of getting more revenue still 
remains to be squarely faced. Both the Treasury and the 
Ways and Means Committee have decided to undertake this 
by making further increases in existing taxes (aside from 
some additions to the list of excises). The concentration of 
the increase upon objects already heavily taxed naturally 
creates an impression that the tax burden is being advanced 
too far and too rapidly, For example, the increase in income 
tax collections by fiscal years is shown in Table IV. 


TABLE IV 
INCOME TAX COLLECTIONS 
* FiscAL YEARS 1940-1944 
Millions of Dollars 


Tax 1940 1941 1942 1943 1944a 





Individual Income Tax..| 982] 1,418] 3,263] 6,630] 18,200 
Corporation Income and 
Profits Taxes? .ccccccu-n 1,139 | 2,044] 4,739 | 9,667] 13,750 





Reems 2,121 | 3,462 | 8,002 | 16,297} 31,950 


1. The corporation taxes exclude those on capital stock and unjust en- 
richment. 
a. Estimated. 


This is a phenomenal increase. It provides good ground 
for contending that the income tax rates have been pushed 
up farther and farther than is for the best interests of the 
revenue and of taxpayer morale. The adverse effects have 
been magnified by the retroactive application of rate in- 
creases in the Acts of 1940, 1941 and 1942. 

The harsh and inequitable lengths to which progressive 
taxation of incomes has already been carried are demon- 
strated by tables given in the appendix to the Committee 
report.1 These tables show that the existing income tax 
burden for 1944 and 1945, including net Victory tax and 
one-half of the so-called unforgiven 1942 tax exceed total 


1. Idem, p. 92. 
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net income before personal exemption in all cases where 
net income exceeds $750,000. They show that the married 
person with 2 dependents, having net income of $500,000 
will have only $843 more after taxes than the person with 
$10,000 net income. They show that the C.I.0. proposal 
to set a limit of $25,000 after taxes would really require 
some reduction of existing rates, for no one can now have 
as much as that after paying his taxes in 1944 and 1945. 


Yet great as the income tax increases have been, they 
do not constitute adequate evidence that the country has 
reached a ceiling on taxation. What they do indicate is 
that there should be a greater diversity in tax metkods. 
Discontent over further income tax increases may be near 
the boiling point. The introduction of another tax would 
relieve the pressure, particularly as it would indicate a dis- 
position to diversify the approaches to the taxpayer and 
thus avoid the excesses which inhere in too great concen- 
tration upon a single tax method. 


The main Committee report makes no reference to new 
or different tax methods. The statement of supplemental 
views issued by the minority members emphasized that the 
revenue limit had been reached so far as existing sources 
are concerned, and added: 

It appears that if further taxes are to be en- 
forced, beyond those carried in the pending 
bill, there is no place to which the Congress 
can turn except to the field of general con- 
sumption taxes. This fact must be faced, 
whether one is opposed to, or in favor of, such 
a levy. 

A more correct statement would have been that the 
general consumption tax field is the best place to turn for 
further taxes. The Treasury estimates indicate that persons 
in the net income classes under $3,000 would pay, in 1944 
under the Treasury program, $1,227 million in excise 
taxes, or almost half of the entire yield of the proposed 
new excises. When to this increase is added the burden 
on all small incomes of the Social Security tax increase 
which the Treasury so enthusiastically advocates, the oppo- 
sition to a general retail sales tax becomes impossible to 
justify. 


Hartey L. Lutz 
Professor of Public Finance 
Princeton University 
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